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‘Theauthor is a senioreconomistin the Divisionof InternationalFinance,Board of Governorsof the Federal
ReserveSystem. I would like to thank AthanasiosOrphanidesfor providingme with the data and his general
advice. I would also like to thank StevenBraun, Jon Faust,KarenJohnson,JamesKennedy,Jeffrey Shafer,and
Ralph Smith for helpfbldiscussions. I thankAlexisZarechnakfor his eflicientresearchassistance. The views
expressedin this paper are solelythe responsibilityof the authorand shouldnot be interpretedas reflectingthose
of the Board of Governorsof the FederalReserveSystemor other membersof its staff.
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2Recently,Becker,Finnertyand Kopecky(1995)have examinedcross-countryspillovereffectson interest
rates.

3Hogan,Melvinand Roberts(1991) find the sametrade balanceeffect. Irwin (1989) finds a significant
break in the relationshipbetweentrade balancemovementsand dollar exchangeoccurringin June 1984.
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Data

2.1 The expectations data

4Arecent studyby Harris and Zabka(1995)also finds a significantand positivelink betweennon-farm
payrollsurprisesand the exchangerate.
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‘See for exampleEngel and Frankel(1984),Hakkioand Pearce(1985), Ito and Roley (1987),Hardouvelis
(1988),and Hogan et al (1991).

is one severedrawbackto the methodologyI employ,which is a problemin most other studies,and
that is the treatmentof the median forecastas measureof centraltendency. This methodologyfails to take
accountof the individualsurveyrespondents’uncertaintyas well as the generaldiversityof opinions.
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Exchange Rates

7For PPI, there are 56 announcementswherethe expectationemoris positiveand 97 announcementswhere
the errorsare negative,excludingall zero values The differencefor NF is less pronounced:63 negativesurprises
and 48 positivesurprises.



As, = 100* (logs, - logs,.,)

where Stdenotes the exchange
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Patterns in the response of the exchange rate to news
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Reaction to positive and negative errors

The 5
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*Theexplanatorypower of these six variablesis low: the adjustedR-squareis about 0.005 for both exchange
rates. Note that the dependentvariableis the changein the log of each exchangerate. The residualdiagnostics
suggeststhe residualsare white noise, indicatingno obviousmisspecification.The generalfit of these equations
are consistentwith those in the literature,see for exampleHardouvelis(1988).

9Thedefinitionof positiveerrors includeszero. The findingsare not alteredwhen positiveerrorsare defined
to be all valuesgreaterthan zero as opposedto greaterthan or equal to zero.
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101also estimatedthese equationswhere I includedthe laggeddependentvariable. The coefficientand the
equationfit was somewhatbetter,but the interpretationof the news coefficientsdid not change.
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Table 1
AbsoluteFrequencyDistributionsof ExpectationErrors(181observations)’

Variable ErrorSize (percentagepoints)

<-0.3 -0.3 -0.2 -0.1 0 +().1 +().2 +().3 *().3

CPI 4 5 16 40 53 36 18 6 3

PPI 30 21 20 26 28 20 14 8 14

1P 20 14 21 22 26 32 24 5 17

RS 59 6 13 15 9 10 8 11 50

UN 6 6 32 38 42 28 17 8 4

ErrorSize (thousandsof persons)2

<-100” -1oo -50 -10 0 10 50 100 >1(.)0

NF 20 20 19 4 0 4 13 20 21

Xes:kxpectatlonserrorsare the dllterencebetweenthe announcedvalueand the medmnot the surveyresponses.

1. Sample
2. Sample

CPI:The consumerprice indexfor all urbanconsumers.
PPI: The producerprice indexfor finishedgoods.
1P:The total indexof industrialproduction.
RS: The nominalvalueof retail sales.
UN:The unemploymentrate.
NF: The non-farmpayrollemployment.
Period:February1980- February1995.
Period:February1985- Febmary 1995.



Table 2
DescriptiveStatisticsof ExpectationErrors “2

Variable Mean t-statistic

CPI -0.0005 -0.046

PPI -0.082 -3.61”

1P -0.0116 -0.48

Rs -0.040 -0.67

UN 0.954 1.76

NF 3.52 0.32

Note:
CP1:The consumerprice indexfor all urbanconsumers.
PPI: The producerprice indexfor finishedgoods.
1P:The total indexof industrialproduction.
RS: The nominalvalue of retail sales.
UN:The unemploymentrate.
NF: The non-farmpayrollemployment.

1. SamplePeriod:February1980- February1995.
2. SamplePeriod:February1985- February1995.



Table3
ExpectationErrorssinceJanuary 1994(percentagepoints)

Date Variable

CPI PPI 1P Rs UN NF

Jan. 1994 -0.2 0.0 0.3 0.4 -0.1 -32

Feb. 1994 0.0 -0.2 0.1 -0.8. -0.2 -153

Mar. 1994 0.0 0.2 0.2 1.0 -0.2 67

Apr. 1994 0.0 0.0 -0.2 -0.6 0.0 226

May 1994 -0.1 -0.3 0.0 0.5 -0.1 92

Jun. 1994 -0.2 -0.3 0.1 -0.2 -0.4 -84

Jul. 1994 0.0 -0.3 0.4 0.1 -0.2 137

Aug. 1994 0.0 0.2 0.1 -0.5 0.0 49

Sep. 1994 0.0 0.2 0.2 -0.2 0.0 -54

Oct. 1994 0.1 -0.7 -0.3 0.2 -0.2 -9

Nov. 1994 -0.1 -0.6 0.2 0.4 -0.1 -51

Dec. 1994 -0.2 0.1 0.0 0.7 -0.2 100

Jan. 1995 -0.3 0.0 0.4 -0.8 -0.2 -4

Feb. 1995 0.1 -0.1 0.0 -0.2 0.3 -91
)tes:

1.Numbersare thousandsof persons.



Table4
Unit RootTests

February1980- February1995
1

Type Variable(t-statistic)

CPI PP1 1P Rs UN NF’

Released -6.0” -8.1” -5.2” -13.2” -1.25 -3.58”

Expected -5.5” -6.1” -4.6” -12.2” -1.14 -2.24

CointTest -15.0” -12.1” -11.5” -16.6” -12.2” -11.40”

Row 1 (Released)unit root test on the actualreleasedata.
Row2 (Expected)unit root test on the surveydata.
Row3 reportsa Engle-Grangertwo step cointegrationtest betweenthe releasedand the expectedvariable.
The unit root test appliedis an augmentedDickey-Fullertest with one lag.
* denotessignificantat 5 percentlevel.



Table 5
AverageResponseRateof Mark/Dollarand Yen/DollarExchangeRatesto News (percent)

Rate/Period NewsVariable

CPI PPI 1P Rs UN NF

DM/$

Feb. 80- Feb 95 -0.34 0.07 0.24 0.04 -0.49’ 0.002’

Feb. 84- Feb 95 -0.77 0.07 0.33 0.07 -0.51 0.002”

Yen/$

Feb. 80- Feb 95 0.26 0.13 -0.4 0.00 -0.27 0.002”

Feb. 84- Feb 95 -0.21 0.17 0.02 0.03 -0.4 0.002”
D tT ere are 181announcements(kebruary -980 to February1995)ior each vanabieexceptnonfarmpayrollwherethere are only 121

announcements(Febmary1985- February1995). The resultare basedon the followingestimatedequation:

As, = aO + ~ ai (Xi,- X

where:
Astdenotes
x,, denotes
xc,,denotes

the changein
actualrelease

i

t l of the exchangerate duringthe releaseday,
data at time t and i correspondsto CPI, PPI, 1P,RS, UN,and NF respectively,

marketexpectations-- measuredusingsurveydata fromMoneyMarketServices-- on the correspondingvariable.

The
The

equationis estimatedusingall news variables- hence the summation -- to accountfor the possibilityof simultaneousannouncements.
followingsymbols* and # indicatesignificantat the 5 and 10percentlevel.



Table 6
AverageResponseRateof Mark/Dollarand Yen/DollarExchangeRates to

PositiveandNegativeErrors(r)ercent)

CPI PPI 1P Rs UN NF

Pos. Neg. Pos. Neg. Pos. Neg. Pos. Neg. Pos. Neg. Pos. Neg.

Dh4/$

Feb 80- Feb 95 -0.35 -0.33 0.24 -0.03 0.16 0.32 -0.15” 0.21” 0.06 -0.96” 0.002” 0.002”

Feb 84- Feb 95 -0.78 -0.77 0.33 -0.16 0.25 0.32 -0.15’ 0.21” 0.06 -0.96” 0.002” 0.002”

Yen/$

Feb 80- Feb 95 0.12 0.37 0.22 0.06 0.02 -0.09 -0.17” 0.16” -0.11 -0.39 0.002” 0.001”

Feb 84- Feb 95 -0.05 0.05 0.39 -0.12 0.05 0.069 -0.21’ 0.19’ 0.03 -0.77 0.001” O.OO1+

Notes:The estimatedequation1sbasedon the folowingregression:

As, = aO
t=j i

where

The

& denotesthe changein the exchangerate duringthe releaseday
x,, denotesactualrelease data at time t and i correspondsto CPI, PPI, 1P,RS, UN, and NF respectively,
x’,,denotesmarketexpectations- measuredusingsurveydata fromMoneyMarketServices-- on the correspondingvariable.
DP,and D. denotepositiveand negativedummies,respectively.

followingsymbols* and # indicatesignificantat the 5 and 10percentlevel.



Table 7
AverageResponseRate of Mark/Dollarand Yen/DollarExchangeRatesto

Largeand SmallErrors(percent)

CPI PPI 1P Rs UN NF

Small Large Small Large Small Large Small Large Small Large Small Large

DM/$

Feb 80 ~Feb 95 -0.33 -0.33 -0.09 0.15 0.64” 0.94 -0.11 0.04 1.07 -0.58 -0.003 0.002”

Feb 84- Feb 95 -0.43 -0.84 -0.11 0.19 0.69’ 0.13 -0.61 0.08 1.53 -0.67’ -0.003 0.002’

Yen/$

Feb 80- Feb95 -0.38 0.39 0.24 0.33 0.36 -0.19 -0.15 0.006 1.85 -0.40 -.004 0.002”

Feb 84- Feb95 -1.41 0.15 -0.36 0.51 0.35 -0.126 -0.58 0.04 1.66 -0.56 -.004 0.002”
xl,.4,3”.a-.+.-”+--“..#.*.A.... -.-..4a ,........--”-.?....---I U L1I c wc q uI U U U N II I GI

Ast = aO
i i

where:
Astdenotesthe changein the exchangerate (the releaseday less the previousday)
xi, denotesactualrelease data at timet and i correspondsto CPI, PPI, 1P,RS, UN, andNF respectively,
X’itdenotesmarketexpectations-- measuredusingsurveydata fromMoneyMarketServices-- on the correspondingvariable.
D, and D, denotesmall and large dummies,respectively.

The followingsymbols* and # indicatesignificantat the 5 and 10percentlevel.
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AverageResponse
Table 8

Rate of MarldDollarand Yen/DollarExchangeRatesto RecentNews (percent)
February1994- February1995

I
SarrmlePeriod I News Variable.

CPI PPI 1P Rs UN NF

DIvIN

Feb. 80- Feb 95 0.04 0.11 0.06 -0.25 -0.97 0.001

Feb. 84- Feb 95 0.45 0.09 -0.01 -0.29 -1.03 0.001

Yen/$

Feb 80- Feb 95 -0.13 0.25 0.70 0.06 -1.53’ 0.002

Feb 84- Feb 95 0.35 0.21 0.67 0.03 -1.56’ 0.002

Otes:The entnes are on the dummycoefficientDmw. The estimatedequation1sbasedon the followingregression:

Ast = aO + ; a, (xi, - X i p ~ n- X
1 i

where
Astdenotesthe changein the exchangerate duringthe release day
x,, denotesactualrelease data at time t and i correspondsto CPI, PPI, 1P,RS, UN, andNF respectively,
x’,,denotesmarketexpectations- measuredusingsurveydata fromMoneyMarketServices- on the correspondingvmiable.
D- denoterecent dummy.

The followingsymbols*and # indicatesignificantat the 5 and 10percentlevel.
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Table 9
AlternativeSpecificationand SampleSizes(percent)

SamplePeriod I NewsVariable

1P M UN NF

0.23 0.04 -0.5 0.002”

0.23 -0.02 -0.23 na

0.18 0.21+ -0.87 0.001

0.34 -0.26” -1.05 0.002”

0.13 0.59” 0.49 0.003”

I CPI PPI Mavol’

DM/$ I
Feb. 80- Feb 95* I -0.35 0.06 -0.04’

Feb. 80- Oct 82 I -0.0 0.07 --

Nov 82- Apr 86 I -1.9” 0.4 .-

May 86- Jun 90 I 0.14 -0.49 --

Jul 90- Feb 94 -0.19

Yen/$

0.04 -.

-0.05 0.001 -0.28 0.002”Feb. 80- Feb 95” I 0.25 0.12 -0.09”

Feb. 80- Oct 82 I 0.53 0.21 -0.03 -0.004 ! 0.41 ! na --

--0.09 I -0.82’ I 0.001Nov 82- Apr 86 0.12

May 86- Jun 90 -0.03

0.33 0.09

-0.17 -0.78 0.0001-0.21 0.08 --

Jul 90- Feb94 I -0.02

]tes: ‘Mavoldenotesmovmgaveragevolatlfi

-0.12 -0.54 0.05 I 0.69 I 0.003” --
Itlllty,

1 I I I
mefirst row m thIStable includesa variableto representexchangerate vc

calculatedas the 5 day movingaverageof squaredpercentchangesin the exchangerate. The other rows reportcoeftlcientsfromthe
standardequation,dividingthe sampleas column1 indicates.The followingsymbols● and # indicatesignificantat the 5 and 10percent
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Table 10
AverageResponseRate of VariousInterestRatesto News

Rate/Period News Variable

CPI PPI 1P Rs UN NF

U.S 3-Month

Feb.80- Feb95 0.11“

Feb. 84- Feb 95 0.06’ 0.05” 0.07” 0.03” -0.12” 0.0005”

U.S. 10-year

Feb. 80- Feb95 0.14” 0.09” 0.05* 0.04+ -0.)2” 0.0004”

Feb. 84- Feb 95 0.11“ 0.06’ 0.03” 0.03+ -0.11“ 0.0004”

German3-Month

Feb. 80- Feb 95 -0.28” -0.01 0.001 0.01 -0.005 -0.000

Feb. 84- Feb 95 -0.04 -0.02 -0.01 0.01 -0.005 -0.000

German10-year

Feb.80- Feb 95 -0.00 0.01 0.002 0.008 -0.02 0.000

Feb. 84- Feb 95 -0.002 0.01 0.003 0.003 -0.01 0.000

Japanese3-month

Feb. 80- Feb 95 0.01 0.002 0.001 -0.001 -0.03” -0.00005”

Feb. 84- Feb 95 0.01 0.004 -0.002 -0.001 -0.03” -0.00005”

Japanese10-year

Feb.80- Feb95 -0.03 0.01 -0.01 0.01 0.00 -0.000

Feb. 84- Feb 95 -0.04 0.01 -0.01 0.08 0.004 -0.0001
rite<. T e e s te mI h n t f nr e o.-—-..... -“--------- - ~---..,.. . ‘ - “ ‘ ‘ W‘ ‘ 1 ‘ 6

Ar, = aO + ~ ai (xi, - Xif)
i

where
Ar,denotesthe changein the interestrate duringthe release day
xit denotesactualrelease data at time t and i correspondsto CPI, PPI, 1P,RS, UN, and NF respectively,
x’,,denotesmarketexpectations- measuredusingsurveydata fromMoneyMarketServices-- on the correspondingvariable.

The followingsymbols● and # indicatesignificantat the 5 and 10percentlevel.
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DM/$ Exchange Rate Reaction to News
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YEN/$ Exchange Rate Reaction to News
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US 3-Month LnterestRate Reaction to News
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US 10-YearInterest Rate Reaction to News
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German 3-Month Interest Rate R eto News
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Japanese 3-Month Interest Rate Reaction to News
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